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Summary

As the opening comments demonstrated, the Commission should reaffirm its holding that
ISP-bound traffic is not subject to reciprocal compensation under section 251(b)(5) of the
Communications Act because it is not “local” traffic. In light of the ESP access charge
exemption, no appropriate mechanism currently exists for inter-carrier compensation for joint
carriage of ISP-bound traffic. Some states have applied reciprocal compensation in the absence
of a clear federal rule, notwithstanding the basic principles of cost causation. Enormous market
distortions have resulted from these states’ imposition of reciprocal compensation obligations on
such traffic. Accordingly, it is critical that the Commission adopt a uniform rule dictating an
inter-carrier compensation method for ISP-bound traffic. Several commenters, including SBC,
have made compromise proposals to resolve this issue. Qwest proposes that the Commission
adopt a bill-and-keep rule, either for ISP-bound traffic alone, or for ISP-bound and local traffic,

as an interim solution.
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Introduction

As the comments filed in this proceeding overwhelmingly demonstrate, the Commission
correctly determined in the Reciprocal Compensation Declaratory Ruling that ISP-bound traffic
is not “local”; accordingly, LECs delivering traffic to ISPs do not provide “transport and
termination,” and therefore such traffic is not subject to the reciprocal compensation obligations
of section 251(b)(5) of the Communications Act. Reciprocal Compensation Declaratory
Ruling, 14 FCC Rcd 3689 9 1, 9 (1999). Rather, as the Commission has consistently held, LECs
provide interstate access service when they carry Internet-bound calls from subscribers to the
subscribers’ ISPs. See MTS and WATS Market Structure, 97 F.C.C.2d 682, 711 § 78 (1983)
(describing “enhanced service providers” as “users of access service”); Part 69 of the
Commission’s Rules Relating to the Creation of Access Charge Subelements for Open Network
Architecture, 6 FCC Rcd 4524, 4535 4 61 (1991) (“ESPs generally take lineside access™); Access
Charge Reform Order, 12 FCC Red 15982, 16131 § 314 (1997) (ISPs “may use incumbent LEC
facilities to originate and terminate interstate calls”). Thus, as Qwest and many other
commenters explained at length in their comments, the Commission should reaffirm its holding
that ISP-bound traffic is not subject to reciprocal compensation under section 251(b)(5) and
articulate the extensive support for its conclusion.

Notwithstanding the Commission’s decision in the Reciprocal Compensation
Declaratory Ruling, and pursuant in part to the Commission’s invitation, many states have
continued to impose reciprocal compensation obligations on ISP-bound traffic. The comments
demonstrate the widely disparate views of several state commissions regarding the propriety of
and grounds for such decisions. Some states, like Colorado, have recognized that, even if the

Commission has not prohibited reciprocal compensation for ISP-bound traffic, basic economics



counsels against it: the “cost causer” in an end user/ILEC/CLEC/ISP transaction is not the
ILEC; rather, because of its business relationship with the end user, the ISP is in essence the cost
causer. As aresult, some states recognize that in seeking compensation for their carriage of such
a call, the CLEC and the ILEC should look to the ISP, not to each other. Yet despite these clear
principles and the Commission’s unassailable finding that ISP-bound traffic is not “local,” the
reciprocal compensation question is far from settled at the state level.

The need for Commission guidance is clear. One state commission describes its
proceedings considering whether to impose reciprocal compensation obligations on ISP-bound
traffic as “challenging, burdensome, controversial, and seemingly never-ending,” and implores
the Commission to issue “clearer . . . direction [on the issue] -- even if it means preemption.”
See Comments of Massachusetts Department of Telecommunications and Technology at 2, 3-4;
see also Comments of Missouri Public Service Commission at 1 (“urg[ing] the Commission to
assert jurisdiction and make a decision on the nature of reciprocal compensation for ISP-bound
traffic without delay.”); Starpower Communications, LLC, Petition for Preemption of
Jurisdiction of the Virginia State Corporation Commission, Memorandum Opinion and Order,
FCC 00-216, CC Dkt. 00-52, at 2 n.7 (rel. June 14, 2000) (quoting Virginia SCC’s statement that
Commission’s “failure to act on . . . inter-carrier compensation . . . for ISP-traffic . . . has created
great regulatory uncertainty.”). As Internet traffic grows, the confusion resulting from the lack
of a federal rule will have increasingly far-reaching effects, and the economic distortions caused
by the imposition of reciprocal compensation on ISP-bound traffic will become a significant
burden on the provision of facilities-based telecommunications services to residential and
business customers. Thus, it is incumbent on the Commission to articulate what compensation

rules should apply to ISP-bound traffic and to impose such rules uniformly.




Given the access charge exemption for ISPs, there is no existing compensation
mechanism that would appropriately compensate LECs involved in jointly carrying interstate
ISP-bound traffic. However, SBC and others set out in their opening comments the outlines of
several interesting compromise compensation proposals designed to address the unique problems
presented by such traffic. These proposals provide a productive starting point for analyzing the
matter of inter-carrier compensation for ISP-bound traffic. Qwest suggests that the following
proposals made by SBC and others merit further consideration:

e Bill-and-keep for ISP-bound traffic, with a modified reciprocal compensation rule for
carriers that cannot distinguish between ISP-bound and local traffic

¢ Bill-and-keep for ISP-bound and local traffic

Although these solutions are attractive for a variety of reasons described below, they are
not necessarily appropriate permanent solutions. Until the distorting effects of the current
patchwork regime have lifted, it will be difficult to get an accurate view of the market, so as to
discern which entities are real competitors in the local service market and which are merely
gaming the system. Any Commission-designed compensation method must ensure not only that
carriers are compensated for costs that truly are imposed on them by others, but also that
consumers’ rights to reasonably priced telecommunications services are protected and that
facilities-based competition is encouraged. It therefore may be most appropriate for the
Commission first to adopt one of these solutions on an interim basis, and then seek industry

studies that will help it determine what the correct cost recovery method should be going

forward.!

! Ultimately, once the market is rationalized, inter-carrier compensation structures can be

left to market forces.




Qwest’s support for these compromise compensation proposals is not meant to imply that
any part of the reciprocal compensation scheme under section 251(b)(5) or the Commission’s
rules implementing it -- including the “bill-and-keep” approach specified in section 51.713(b) of
the rules, 47 C.F.R. § 51.713(b) -- applies to ISP-bound traffic.> As Qwest argued in its appeal
of the Reciprocal Compensation Declaratory Ruling, the Commission’s suggestion that states
retain the authority to impose reciprocal compensation for ISP-bound traffic was inconsistent
with the principle that reciprocal compensation could not be ordered -- by any entity -- beyond
the terms of section 251(b)(5). As an interim solution to a thorny problem, Qwest nonetheless
believes that these compromises are lawful, pursuant to the Commission’s authority under
section 201 of the Act, 47 U.S.C. § 201, to regulate rates for interstate traffic. See MTS and
WATS Market Structure, 93 FCC 2d 241 9 37-41 (citing authority under 201(a) to regulate
interstate access). To the extent any local traffic is covered by these proposals, the
Commission’s authority under section 251, 47 U.S.C. § 251, would support the compromise, as

well.

L The Commission Should Consider Adopting an Interim Compromise Resolution to
the Problem of Inter-Carrier Compensation for ISP-Bound Traffic.

The Commission has correctly determined that LECs provide interstate access when they
carry ISP-bound traffic. A LEC carrying such traffic does not provide transport and termination
of that traffic, and is not entitled to compensation under section 251(b)(5) of the Act. Under
Commission precedent for jointly provided access, two LECs that jointly carry traffic to an ISP

should share the revenues for providing this interstate access service; thus, the CLEC serving an

2 Because section 51.713(b) does not apply to ISP-bound traffic, its requirement that traffic
be “roughly balanced” is no impediment to these compromise proposals.




ISP should share with the ILEC any “access” compensation it receives from the ISP.> The ESP
exemption, of course, excuses ISPs from having to pay access charges, and instead allows them
to purchase access service at local business rates. Moreover, in contrast to the ordinary operation
of the access charge regime, CLECs have not shared the revenues they collect from ISPs with
ILECs.

Despite the enormous burden on ILECs of providing uncompensated access service that
has resulted from burgeoning Internet use and CLECs’ lopsided preference for serving ISPs,
Qwest recognizes that it is unlikely that the Commission will revisit the access charge
exemption. However, the Commission must step in to correct the distortions that have been
caused by state commissions’ application of reciprocal compensation obligations to ISP-bound
traffic, and the Commission should affirmatively state that its rulings regarding what traffic is
covered by the Act’s reciprocal compensation provisions are binding on the states. See AT&T
Corp. v. Iowa Utilities Board, 525 U.S. 366, 384-85 (1999).

As ILECs have demonstrated in numerous submissions in this proceeding, requiring
reciprocal compensation for ISP-bound traffic has thrown the scheme grossly out of balance,
rendering it anything but “reciprocal.” For example, Qwest’s most recent figures reveal that

96% of the allegedly “local” traffic that it sends to CLECs is ISP-bound traffic; by contrast, only

’ See William E. Taylor, et al., An Economic and Policy Analysis of Efficient Intercarrier
Compensation Mechanisms for ISP-Bound Traffic at 6 (Nov. 12, 1999) (submitted in a
November 12, 1999 ex parte on behalf of U S WEST, Inc.) (“Taylor Paper”) (“[U]nder an
economically efficient system of compensation, . . . the ISP -- as the agent of the cost-causer --
would pay the ILEC (and the CLEC that also serves it) usage charges analogous to carrier access
charges paid by IXCs.”).

4 In these comments, a number of statistics are submitted concerning traffic between Qwest
and other carriers. These statistics relate to Qwest’s operations as an ILEC.




44% of the same allegedly “local” traffic flowing from CLECs to Qwest is ISP-bound.” As
noted below, Qwest delivers nine times more traffic to CLECs than it receives, entirely as a
result of ISP-bound traffic. In other words, CLECs are taking advantage of the reciprocal
compensation windfall to serve only ISPs, not the public.

Several characteristics of ISP-bound traffic cause this enormous imbalance. First, ISP-
bound traffic is by its nature one-way traffic: ISPs receive calls but do not make calls.® Second,
the hold times for ISP-bound calls are at least nine times greater than the hold times for local
calls. The average hold time for ISP-bound calls carried by Qwest is 26.5 minutes per call, while
the average hold time for local traffic is approximately 3 minutes per call. See Comments of
SBC at 29 & n.59 (“SBC”); Comments of BellSouth at 10 & n.12 (“BéllSouth”). As aresult of
these two characteristics, the typical ILEC is finding that the number of minutes for which it
pays termination compensation to a CLEC serving ISPs is several orders of magnitude greater
than the number of minutes for which the CLEC pays it. And many CLECs accordingly focus
on obtaining ISPs as customers -- or become ISPs themselves -- so that the bulk of their traffic is
ISP-bound. ISP reciprocal compensation is a gravy train that naturally attracts many CLECs to

serve ISPs as customers to the exclusion of all other service. This greatly exacerbates the

5 The Colorado Public Utilities Commission recognized this general disparity in its recent
decision ordering bill-and-keep for ISP-bound traffic, where it noted the “substantial and
growing volume of ISP traffic and the imbalance of that traffic on U S WEST’s network as
compared to CLECs’ networks.” See Petition of Sprint Communications Co., L.P., for
Arbitration Pursuant to U.S. Code 252(b) of the Telecommunications Act of 1996 to Establish
an Interconnection Agreement with U S WEST Communications, Inc., Initial Commission
Decision, Dkt. No. 00B-011T at 12 (Colo. Pub. Utils. Comm’n May 3, 2000) (“Colorado
Decision”).

6 As the Commission has previously found, ISPs do not “receive” calls any more than
AT&T “receives” a call from an originating long distance customer. We use the word “receive”
here for the sake of simplicity.




problem. Significantly, between August 1999 and May 2000, over 91% of all traffic between
Qwest and CLECs flowed from Qwest to the CLECs. See also Comments of Verizon at 11
(describing its traffic flow ratio at 21:1) (“Verizon™).

A third factor relating to ISP-bound traffic adds to these skewed results: it costs CLECs
less to carry traffic to the ISPs they serve than it costs ILECs to transport and terminate local
traffic. This is true for several reasons. First, as economist Bill Taylor of the National Economic
Research Associates explained in an ex parte on behalf of U S WEST, Inc., on November 12,
1999, because of the relationship between fixed and incremental costs, the longer the call, the
lower its average per-minute cost. See Taylor Paper at 7-8. This is true because the full per-
minute cost of a call includes both the incremental and fixed costs involved in making the call,
with the fixed costs averaged over the length of the entire call. The longer a call is, the lower the
average fixed cost of the call’s total cost will be. Id. at 7. Because Internet calls are so much
longer, on average, than other calls, their total per-minute costs are lower.”

Moreover, as other [LECs have demonstrated, CLECs serving ISPs have a variety of
technological efficiencies available to them that do not apply to LECs serving non-ISP
customers. For example, ISPs can collocate with their CLEC and save “huge transmission
costs.” SBC at 33 (quoting Global NAPS); see also Verizon at 23. In addition, an ISP can be
served by a trunk-to-trunk connection, rather than the trunk-to-line connection required for most

non-ISP customers, thus saving the end office cost.® See SBC at 33. And manufacturers have

7 Of course, lowering the fixed cost across the board to reflect a presumed 26.5 minute
ISP-bound call would have the effect of undercompensating CLECs and ILECs alike when they
actually do provide transport and termination of local traffic for each other.

i The ILEC-CLEC compensation imbalances are further exacerbated to a significant
degrf:e.by the fact that ILECs have incurred enormous, uncompensated capital expenses in
providing trunks for interconnection with CLECs serving ISPs at the request of those CLECs.



developed equipment that eliminates the need for switching ISP-bound traffic altogether. See
SBC at 34; Verizon at 23-24. Notwithstanding these cost-saving factors, ILECs’ costs for
terminating regular local traffic typically are used by states imposing reciprocal compensation
obligations on ISP-bound traffic as a proxy for the costs involved in carrying ISP-bound traffic.
These imbalances, in turn, have produced massive market-distorting effects, creating
incentives for CLECs to pursue the business of ISPs and avoid serving residential and other
business customers, while draining the resources of ILECs that could otherwise be used to invest
in improved technologies. In light of these dramatic effects, and in the absence of a
reexamination of the access charge exemption, the Commission should exercise its authority
under section 201 of the Communications Act, see 47 U.S.C. § 201,’ to adopt a compromise
solution that would rebalance the marketplace and bring uniformity and finality to this confused

and troublesome area of inter-carrier compensation.

For example, from 1997 through the first half of 2000, Qwest incurred over $275 million in
capital costs to install 23,800 DS1 equivalent new trunks serving CLECs, but because the trunks
were constructed under contracts which assumed compensation, via reciprocal compensation, for
two-way traffic, Qwest will be compensated for only the small fraction of that cost
(approximately one-ninth) that in fact corresponds to two-way (rather than one-way ISP-bound)
traffic. When coupled with the reciprocal compensation expense, Qwest has expended over
$600 million in serving CLEC/ISP needs, with virtually no recovery.

As the Arizona Corporation Commission stated in its decision imposing a bill-and-keep
rule for ISP-bound traffic, “it is inappropriate for this Commission to order U S WEST to
construct facilities to handle additional traffic and pay for the privilege of doing such.” Petition
of Sprint Communications Co., L.P., for Arbitration of Interconnection Rates, Terms, Conditions
and Related Arrangements with U S WEST Communications, Inc., Dkt. Nos. T-02432B-00-0026,
T-01051B-00-0026 at 7 (Arizona Corp. Comm’n June 13, 2000).

i The Commission’s authority to subject ISP-bound traffic to a compromise solution would
not rest on section 251(b)(5) of the Act, because delivering traffic to an ISP does not involve
“transport and termination.” 47 U.S.C. § 251(b)(5).




IL. The Commission Should Adopt an Interim Rule of Bill-and-Keep for ISP-Bound
Traffic, With A Modified Reciprocal Compensation Rule for Carriers that Cannot
Distinguish Between ISP-Bound and Local Traffic.

A. Bill-and-Keep is the Best Compromise Cost Recovery Rule for ISP-Bound
Traffic.

A bill-and-keep rule is the most appropriate compromise solution for inter-carrier
compensation for ISP-bound traffic.' Such a proposal would best recognize the differences
between ISP-bound and local traffic. Local traffic would remain, as it should, under the
reciprocal compensation regime of section 251(b)(5) and the Commission’s rules implementing
that section. On the other hand, carriers would “bill and keep” their costs from their own
customers for ISP-bound traffic."

Imposing a bill-and-keep rule for ISP-bound traffic would have a variety of pro-
competitive effects. First, it would have the effect of shifting at least somewhat the cost burden

of ISP-bound traffic onto the entities that are the agents for the cost-causers in an ISP-bound call:

10 Although some carriers have suggested otherwise, Qwest firmly believes that none of the
solutions proposed in these reply comments should apply to wireless traffic. Wireless traffic is
local traffic that presents a unique situation: unlike most local wireline traffic, the wireless
carrier is paid by its customer for each call. Thus, it is reasonable for the wireless carrier to
compensate the carrier that terminates the call.

1 Interstate long distance traffic that travels over the public switched telephone network
should not be included in such a plan, regardless of whether it is circuit-switched or IP traffic;
access charges should apply to such traffic. Although CLECs have disputed the Commission’s
characterization of ISP-bound traffic as access traffic, it is beyond dispute that Internet telephony
uses the access services of LECs. See U S WEST Petition for Declaratory Ruling Affirming
Carriers’ Carrier Charges on IP Telephony (filed April 5, 1999). Some of these calls are
virtually indistinguishable from a traditional long distance call. The only difference between the
calls is the technology used to complete them. The Commission has made clear that differences
in technology should not be determinative of how a service is regulated. See, e.g., Advanced
Services Order, 13 FCC Rcd 24012 § 11. In light of the fact that voice-over-IP providers
currently bill separately for voice traffic and standard Internet-bound calls, there should be no
difficulty distinguishing between these two types of traffic and subjecting the former to access
charges.




the ISPs. Under the principle of cost causation, requiring cost causers to bear the costs they
cause helps to “ensure that society’s scarce [telecommunications] resources are put to their best
use and that only the [telecommunications] goods and services of the highest value to society are
produced and consumed.” See Taylor Paper at 4. In the words of the Colorado Commission, “a
bill and keep approach is appropriate because it emphasizes the need . . . for carriers to recover
their costs from charges imposed upon their own customers.” Colorado Decision at 18
(emphasis added). By requiring CLECs to recover their costs from the ISPs, rather than
depending on an uneconomic (and unfair) subsidy from the ILECs and local ratepayers in
general, a bill-and-keep rule would create incentives for CLECs to make their networks more
efficient so as to earn a reasonable return from their ISP customers.

A bill-and-keep rule also would remove the skewed incentives that currently exist for
CLEC: to prefer ISPs as customers over residential or other business end users. No longer lured
by the unlawful windfall of excessive reciprocal compensation for ISP-bound traffic, CLECs
finally should begin to tailor their businesses to the demands of ordinary end users as well as
ISPs. This would further the goal of the 1996 Act to encourage competition in the local

telecommunications market.

B. For LECs That Cannot Distinguish Between ISP-Bound and Local Traffic, A
Reasonable Alternative Solution Would Be a Presumptive Cap on the
Amount of Reciprocal Compensation that a Carrier Could Recover for ISP-
Bound and Local Traffic, Basing the Cap on a Ratio Between the Carrier’s
Terminating and Originating Minutes.
SBC has proposed an alternative plan, imposing a cap on the amount of reciprocal
compensation that a carrier can recover to account for the imbalance caused by ISP-bound
traffic. See SBC at 54-55. While Qwest does not believe the Commission should adopt a

proposal that applies reciprocal compensation to ISP-bound traffic as a general matter, Qwest
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believes this proposal may be appropriate for those carriers that are not capable of distinguishing
between -- and therefore measuring -- ISP-bound and local traffic.”” For these carriers, it may be
appropriate for the Commission to establish a rule requiring reciprocal compensation for ISP-
bound and local traffic, but to adjust the rule to roughly correct for the enormous imbalances that
currently result from treating ISP-bound traffic identically with local traffic. The number of
minutes for which a carrier could recover reciprocal compensation for terminating another
carrier’s traffic would be presumptively tied to the number of minutes the first carrier originates.
The carrier could rebut the presumptive limit by demonstrating that the traffic it terminated was
in fact local.

SBC proposes a ratio of 2:1 for such a cap. See SBC at 54. Under SBC’s proposal, the
number of minutes for which Carrier A could recover reciprocal compensation for terminating
Carrier B’s traffic would be two times the number of minutes that Carrier A originates for
termination on Carrier B’s network. Carrier A could rebut the presumptive cap by showing that
the number of minutes of truly local traffic that it terminated on behalf of Carrier B’s subscribers
was more than twice the number of minutes that it originated for termination by Carrier B.
Qwest believes that, for carriers that are not capable of distinguishing between ISP-bound and
local traffic, the 2:1 cap proposed by SBC is reasonable. As demonstrated above, the traffic
imbalance measured by Qwest demonstrates that many CLECs that focus on ISP customers will

“terminate” significantly more traffic than they originate (on average, approximately nine times

12 Qwest has the capability to distinguish between ISP-bound and local traffic. See, e.g.,
Colorado Decision at 18 (“the Commission believes that U S WEST will be able to differentiate
ISP traffic from the traffic between U S WEST and Sprint that is subject to reciprocal
compensation.”).
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as much), thus a large majority of their “terminating” traffic will be ISP-bound. Setting a cap at
2:1 therefore is more than fair.

Setting a presumptive cap based on originating minutes is a sensible solution to the huge
imbalance in terminating minutes that has been caused by states’ inclusion of ISP-bound traffic
in the reciprocal compensation scheme. Such a cap will have the benefit of at least tempering the
incentive that CLECs now have to prefer ISPs to other customers, by limiting the amount of
revenues that the CLECs will recover from ILECs for such traffic. In addition, by tying the cap
to originating minutes, the cap will encourage CLECs to diversify their customer base to include
the types of customers that, unlike ISPs, actually originate traffic.

III. A Second-Best Alternative is Bill-and-Keep for ISP-Bound and Local Traffic.

As noted above, the Commission has consistently held that ISP-bound traffic is non-local,
interstate access traffic. As a result, there is no legal basis for requiring that ISP-bound traffic be
accorded the same treatment as local traffic.” Nevertheless, in the spirit of compromise, Qwest
suggests that the Commission could bring the two types of traffic together into a single bill-and-
keep regime. This proposal, elaborated in SBC’s comments, would expand on the first, by

requiring ILECs to offer bill-and-keep not just for ISP-bound traffic, but also for local traffic."

B AT&T’s argument to the contrary is meritless. See AT&T Comments at 17-22. AT&T
argues that because “no cost differences have been demonstrated” between ISP-bound and local
traffic -- a premise with which Qwest strongly disagrees, and which has been repeatedly
disproved by ILECs’ submissions in this docket -- the two types of traffic must be accorded the
same treatment. But, in any event, AT&T does not -- and cannot -- cite any authority for the
proposition that interstate access traffic, such as ISP-bound traffic, must be subject to the same
regulations as local traffic, even if the two share certain characteristics. To the contrary, the
Commission’s treatment under the access charge regime of Feature Group A traffic -- which
involves the same type of intermediate, local stop on the way to a final, non-local destination as
ISP-bound traffic -- proves this point.

" As in the first option, interstate long distance traffic that traverses the public switched
telephone network would not be covered by the bill-and-keep plan. In addition, because

12




Under this proposal, ISP-bound traffic would be subject to a bill-and-keep rule as long as
the ILEC offers to exchange local traffic with the CLEC under the same bill-and-keep
arrangement. The CLEC would have the option of either accepting the ILEC’s offer and
proceeding under a bill-and-keep system for both types of traffic, or rejecting the offer, in which
case the bill-and-keep rule would govern the ISP-bound traffic and the CLEC could negotiate

with the ILEC for reciprocal compensation for local traffic.

Conclusion

For the reasons set out above and in Qwest’s opening comments, the Commission should
reaffirm its conclusion that ISP-bound traffic is not “local” and therefore is not subject to the
reciprocal compensation obligation under section 251(b)(5). In addition,r the Commission should
exercise its authority under section 201 of the Act to adopt an interim national rule for inter-
carrier compensation for ISP-bound traffic that represents a compromise solution to the issue.
Bill-and-keep for ISP-bound traffic, which properly removes ISP-bound traffic from the
reciprocal compensation scheme while leaving truly local traffic within the ambit of section

251(b)(5), presents the most reasonable alternative.

intralLATA toll traffic and switched access traffic are not “local,” they would not be covered by
this plan.
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